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Iowa-Illinois Gas ti Elec. Company 
Docket No. RPG-92-5 
Revenue Requirement 

Gas operaticns 
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(a )  

Rate Base 

Rate of Return 

Allowed Return 

Adjusted Test Year Incone 

Additional Income Roquired 

Income Tax E f € e c t  

Revenue Deficiency/ (Excess) 

AdyusCed Test Year Revenue 

Revenue Requirement 

$5,213,896 

* Not all numbers may compute due to computer rounding. 
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A. 

Q. 
A .  

Q. 

A. 

please state your name, position, and business address. 

Charles A .  Becore, Pirst Vice President, Paine Webber, 

~ n c . ,  1285 Aveiue of the An.ericas, New York, New York 

100:9, 

What are your  c"z:enz responsibilities at ?sine Webber? 

I am respozsible f o r  providing uzility investment advice 

to the f i n ' s  clients who are instirutlonal and 

individual invescors. 

responsibilities, I m in cont inuing  contact with 

investors in utility common stocks and am aware of tneir 

attitudes &out utility ixvestments. 

Please eummarize your professional experience. 

I have presented testiaony befora twenty-seven atate 

Public Service Commissions including this Board, t h e  

Federal Energy Regulatory Commission, ahd the Securities 

and Exchange Comission on rate of return and other 

subjects. 

experience appears on Schedule 1 of iny Exhibit 

(CAB-1). A list of recent: rate ca6es in which i 

testified along with subject matter and docket numberti 

a l s o  appears in Schedule 1. 

A6 a part of those 

A detailed summary of my professional 

- 
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(2. 

A.  

Q. 
A. 

Bhaz is t h e  poqose of your testhony? 

: have been retained by Iowa-Illinois Gas and Electric 

Company (Iowa-ILlinoLs o r  Company) to determine its cost 

of common stock capital for its electric and gas 

operations. 

sl?mAm 
Please summarize the conclusions in your testimony. 

Based upon my analysis u s i n g  an equity risk prenium test, 

a standard discounted cash flow (DCF) test, and two 

comparable risk DCP t e 5 t ~ ,  I~wa-Illinois~ C C S ~  of common 

stock is wizhin the range of 10.86% to 13.95% before 

recognlzincj issuance costs. Because (1) the szandard DCF 

model ie currently providing a downward biased return and 

has understated zttur35 earned by investors in the past ,  

and ( 2 )  risk is now higher in utility 6tocks than in the 

past and is now comparabie to non-utility companies, I 

recommend that t h e  Board authorize Iowa-Illinois a return 

on common 6tock equity for its electric operations at 

least equal to the average of the f o u r  tests that I have 

conducted or 1 2 . 9 %  before recognizing issuance costs. I 

further reconmend that t h e  Board ailow 30 basis polnta 

for issuance costs, increasing the allowed return on 

common 6tock equity for the Company's electric operations 

to 13.2%. 

- Page 2 - 
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Wich respect to Iowa-Illinois' gas operauons, I 

recommend the aoard allow an additional 15 basis points 

for t3e higher risk 21 the gas business as the Board has 

done in the past, producing an allowed return on common 

stock equity of 13.058 before recognizing issuance C06t6. 

Consistent with my recomendation regarding electric 

operations, I ?acornend an additional 30 ba6is points be 

allowed f o r  issuance Costs on common equity associated 

with the gas operations, producing an allowed return on 

common equity of 13.353. 

G'JIDING I J R I N C I P W  

What economic and financial principles did you consider 

in determining Iowa-Illinois' cost of common stock 

capital? 

Iowa-Illinois, like otker investor-owned electric and gas 

companies, is owned and financad by investors who inveat 

eavings into i t s  securitiee with the expectation of 

earning a f a i r ,  risk-adjusted return. Investors are 

guided by the principles that returns rise and f a l l  with 

higher and l o w e r  levels of risk, and that U. S, 

governmsnt bonds represent lowest risk, long-term 

capital. For a given level of risk, investors attempt to 

mavimize the return on their savings and invest  in those 

cornpanics that provide the highest expected ze:il-Tn. 

- Page 3 - 
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what a re  the Tmderlylng a rsu~i~pt ions  of t h e  comparable 

r isk  DCF t e s t s ?  

They a re  the sane a6 for  t h e  stanciard DCF t es t s .  

Have t h e  a s s ~ m p t i o t s  been met? 

No, not pe r f ec t ly .  However, t h e  comparable risk OCF 

t e s t a  a r e  c loser  t o  the cost  of common s tock  ind ica ted  by 

t h e  equizy risk premiw t e s t  cos t  of common stock.  

e q u i t y  r i a k  prennism sodel has beer! more accurace than t h e  

szandard PCF model 22 determining market r e t u r z s  when 

ad jus t ing  f o r  changes i n  growch expectat ions and the  

diecount r a t e  has been reasonably stable. Moreover, 

companies in t he  comparable risk DCF t e s t  a re  less 

subjec t  t o  t h e  defensive demand and y i e l d  demand b iases  

t h a t  a f f e c t  t h e  standard 3CF model results.  

The 

JSSUFLNCF: co S a  

Why is it necessary t o  adjust  t h e  allowed r e t u r n  on 

common stock equizy f o r  iasuance cos ts?  

Issuance costs are a necessary a d j u s t m e n t  if investors  

are t o  earn the r e t u r n  found f a i r  by t h e  Board. 

necessary ad]ustnent even i f  new common s tock  was not 

being so ld .  

It is a 

The reason is t n a t  ve arc not  d e a l i n g  with an 

expense i n  the ratemaking sense, but a permanent c a p i t a l  

s h o r t f a l l  o r  reduction i n  earning a s s e t s  caused by 

- Page 47 - 
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Q. 

A. 

P. 

iesuanca costs. Secause of the raduction in capital 

invested &de t3 isscance costs, e a r n i n g  assccs a:e less 

tnan invested a s s e t s .  A fair return applied to earning 

assets, therefsre, produces a lower than fair return on 

invested assets, or inves-dent by investors. A 

discussior. of why t5e adjustment is necessary along wi th  

supporting data appear iri Schedule 11. 

The fornula to equate t h e  cost of common stock 

equity capital to t h e  retzra necessary after issuance 

costa under t h e  DCF zethodology is to divide ;he yield on 

a 12-month forward dividend by 1.0 less issuance costs, 

For example, Iowc-Illinois' issuance costs have averaged 

4 . 2 %  for c o m o ~  stock issuances i n  recent years. This 16 

shown i n  Schedule 1;. T.k,erefore, the yield af each 

comparable company 'wd8 divided by . 9 5 8  (1.000 - . 0 4 2 ) .  

Why does t h e  formla used to show the c06t of common 

stock equity adjusted for issuance c06ts not apply to the 

growth rate ir. the DCP model as well as the current yield 

oh a 12-month forward dividend? 

Under the standard DC? model, it is often assumed that 

growth stems from retention of retained earnings BO there 
are no iseuancs costs for that component of return. 

With re~pect to the results of your tests other than the 

standard DC?, what amount should be added to t h e  

- Page 4 8  - 
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25 

A .  

Q. 

A .  

indicated coet of COPJIP.~~ equity to recognize costs of 

issuance? 

The indicated c3s.t oŝ  cornon equity should be increased 

by 30 basis paints to recognize the issuance costs. 

I Q W A I N O I S  - ’ cos T OF c 0- L 

What is your conc la s ion  about the investor required 

return on common stock equity for Iowa-Illinois’ electric 

operations? 

I o w a - I l l i n o i s ’  c36t af common stock for electric 

Operations is as fo l lows :  

DBa. 

Equity e s k  Premium 
Standard DCF 
CRDC?, S6? 500 
CRDCF, Value Line 
AveraSe 
16SUaECe C o s t s  

14.0% 
10.9% 
13 I 3% 
13 .25  
1 2 . 9 %  
Q L U 3  

T o t a l  Cost 1 3 . 2 4  

The simple average of  the costs is 12.93 before 

issuance costs and 13.24 after isauance costs. The cost 

is at least this high because of t h e  evidence that 

indicates the s t anda rd  DC? tast is downward biased. In 

addition to the evidence in my testimony, the downward 

biae is also apparent when using o t h e r  methods to 

determine the cost of common stock. 

- Page 4 9  - 
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Q, what is the cos= of common stock for Iowa-illinois' gas I 
operations? 

A .  Consistent wich the Board's prior decisions, the cost of 

Iowa-Illinois' common stock equity f o r  its gas operations 

is at least 1; basis points higher than f o r  i t s  electric 

operations because of the higher risk. 

cost of comon etock equi ty  f o r  gas operations of 13.05% 

before issuance costs and 13.35% afcer issuance costs are 

recognized. 

Are there any final checks you can present that would 

further indica:e t h a t  Iowa-Illinois' cost of common stock 

is substantially higher than indicated by the standard 

DCF model? 

?hi6 produces a 

Q. 

A.  Yes.  There are two. First ,  investors have earned a 

return in electric and combination electric and gas 

common stocks over t h e  1986-91, 1981-91 acd 1971-91 

periods of 16.9%, 20 .26 ,  and 13.14. In light of pas: 

experience, it is not unreasonable to expect that 

investors require returns for the Company of 13.2% on 

electric operation8 and 13.35% on gas operations.  

Second, the retarn that the Board allows will he 

converted into a book return when it is applied t o  the 

common etock equity Of Iowa-Illinois. Therefore, a 

comparison can be made with the book returns expected by 

.- 
- Page 5 0  - 
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investors using  Value Line data. 

12, the lor.ger-tcrn, 1995-97, expected return on common 

stock equity for the s i x  comparable companies averages 

12.9%. 

comon stock equity. On average common stock equity,  the 

expected recnrn on equity would be about 13.25%. 

As shown in Schedule 

The Value Line returns are based on year-end 

Both o f  t h e s e  checks are comparable to or higher  

than the cost of 13.2% for the Company's electric 

operations and 13.35% for i ts  gas operations.  

Doe6 this conclude your direct testimony? Q. 

A. Yes, thank you, it does .  

, h. 

- Page 51  - 
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Flatscion or iaauance ~ 0 5 : s  m e  *ole costs incurrmd i n  tho fsa-• of now 
colp~pon st-ck and Zake the fozz of uadervricez's compeara-ion and other rr1a:id 
expemea. hn adjuscpmnt f o r  chose  cos:^ is necsssary if investors arm t o  e a n  
chc T E ~ U ~  found fair by :he ComPliscFon. 
stock fa not  sold. 
invested cap1t.l. Zsrubnce costs are not recovered as in the 
tatentaking sense, bur rssulr in a ;reraanenc rsduction i n  bock equity. 
return applied to book equi,y v i th  no sd:ument for issuance COKETS would 
produce A love: than fair return on inve3tors' capi ta l .  

When evaluaring :he need to: an adjuszent  f o r  comman stock issunnc4 costs, i t  
is instructive to note =he zrsa-aer.: g i v m  t o  expenses Lncurrsd i n  conjunccion 
v lch  b deht issue. Tho ::me cosc o f  debt, issued ac par, is greater :hm i:s 
coupon. or innterss:: rate. becaucs of t!ie costs incurred i n  issuing chc bonds. 
For example, if .r company sa id  $100 n1ll:on of debr 8.c par, uizh a 10.09 rate 
of interest and received pzoceeds of $97  nillion, the cost i s  no= 10.0% but is 
10.33%. The cost is  higher because procaeds  :a the company vere less chan the 
amount rtf debt issued due co issuance ex?enses. 
recovery o f  issuance expcasss me: ztie lifa'of the bond. 
necessary to recognize cnis cos: over chc life of the bond. irrespective 05 
whc:h*r addlziond new debt i s ,  or is sat, s o l d .  

A similar adjwtnenc  i a  necsfsary :o dm:armine the cocc of p r p a : u r l  prmferrcd 
SZock. For a x a p l e ,  if company h m e d  $100 nillion of preferred s tock,  ac 
par, az an 0.50(  dividend rata, but only recmived procoeds of $ 9 7 . 5  mi l l ion ,  
the c o a t  to the :ompay La 0 . 7 2 ) ,  no: B.30I. 
rscovmry o f  the issuance mxpantes i n  & 
c u e .  tho preferred stock lorue ir assumed :a be 
comon stock. 

I h e  rlna rsquiramrnc i r  n e c e u ~ r y  €or  
rmcoFnitlon that common stock Is asrumed to be outsranding fndaEinite1y. 
Af:mr pryin4 h l U n C 8  costa,  net  procam& :o the corapany c a n  1arn than the 
total invartrd by 8tackholdmTa. Tlxm nec proceeds must 8.111 at a higher ra:e 
Fn order CQ provida t h m  intendad raw- on a11 the  monies actually invasted.  

It is necessary even if MV comon 
Bacause of isslunca  cost^, nec proceeds are less than 

A fair 

Ihc  higher c o s t  reflmcts 
%oreover, it is 0 

Thin hfgher cost r e f l a c t s  tho 
for &La security. In this 

in n a ~ - a  as i s  

Company's c o m n  frock, vi& 

.- 
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A simp:@ example show beginning on ?age 3 of t h i s  Schedule v i l l  shov rhaz P 
permanent adjuszaen: f o r  f o u : i o n  e 0 6 3  is necessary. Ascue, for example, 
chat: 

1. 

2 .  

The company isoued $100 m i l l i o n  of common stock. 

 COS^ of comon szock vas 13.009 vi=? a L.50% VOW& md a 8 . 5 0 8  
The a r c h a t +  o f  13.001 was =he ra:e vhfch &a c a w s i s r i o n  y ie ld .  

determined t o  be fa i r  and roaronable. 

3. Issuance c o s t s  vere 4 . O k .  See p a p  6 o f  :his Schedule vhieh d e t a i l s  t h o  
stock iosuar.ces and relaced expenses 

L .  He kddizional C O ~ P I D O ~  stock vas soll. 

Aftar Issuance C o s t s ,  proceeds from :he $100 million Gala o f  eourmon stock. 
vould bo $96.00 mil l ion.  Therefore, the common equity added co the s - 1 ~  
COmpAny'S books 1s 596.00  mfllioa. 
earn $13.00 on the invesmanc by r t o c k b l d e r r  of  $100 million, an alloved 
t*turn of 13.353 would be rmquired on :he $96.00 mfllfon. 

The formula to e q r u r e  the cos t  of  common e q G l t y  c a p i r a l  t o  the r t y a n  
necessary of:=? issuance cosfs  mder the mechodology is t o  divide the y i e l d  on 
6 melve-month foruard dividend by 1 . 0  less issuance costs .  It can be seen in 
this exampla r h l c  &la q'ps o f  adjurrmrn: v i i l  a l l w  chhe sample company t o  
earn cha 13.00% return the Ccmission found EO be fa i r  in  ever/ yaar. 

I: is Fsportant to norm that chis adjusmrnc m u s f  ba made fn every year even 
thou& no n w  e q u i t y  vas Isouod, 

ne cxpmple shovr rhae f o r  the  c o w m y  t o  
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ZSSUANCE COSTS AILE APPROPRZATELY W U E D  
ON ALL INVESTED EQUITY 

COLUMN : 

Year 

0 
, 1  

2 
3 
4 
5 

c. 

COUMN: * 
YUR 

0 
1 
2 
3 
b 
5 

A 

COUUON 
mmry 
($MI 

96.00 
96.00  
96.00 
96.00  
96 .00  
9 6 . 0 0  

G 

C O W N  
S I L W S  
(nn) 
10 
10 
10 
10 
10 
10 

B 

G A I N E D  
EhRHINGS 
( S W  

- 
b.32 
b . 6 3  

5.07 
5.31 

4.85 

K 

DIVIDEHDS 
PER SHhRE 

($1 

0 . 8 5 0  
0.887 
0 , 9 2 9  
0.972 
1.017 
1.063 

C 

TOTAL 
Q U I N  
(SHE) 

96.00 
100.32 
106.95 
109.80 
114.87 
120.16 

1 

DNiD'ClD 
YIm 

( 8 )  

8 . 5  
8.5 

8.5 

8.5 

8 . 5  

8 .5 

D 

UP- 
ROE 

13.359 
13.35 
13.35 
13.35 
13.35 
13.35 

J 

SHARE 
PRICZ 

($) 

LO. 00 
i u s  
10 .92  
11.L1 
11.93 
1 2 .  46 

E 

CuUEtiT 
EARNINGS 
(SM) 

12.82 
13.39 
14.01 
1 4 . 6 6  
1 5 . 3 4  
16.01 

K 

PRICE 
W G Z  

( a t  

4 . 5  
4 .5  
4.5 
4.5 
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r 

PAYOUT 
RATIO 

6 6 . 3 0  
6 6 . 3  
6 6 . 3  
6 6 . 3  
6 6 . 3  
6 6 . 3  

1, 

TOTAL 
RE" 

t r )  

13.00 
13.00 
13.00 
13.00 
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A: 

B: 

C: 

D: 

,-.~ * E: 
F: 

C O N O N  EQUITY 

RETAINED ULBNIACS 

TOTAL E Q t l T I  

CORREN? URNINCS 

I.E. yu\R 1 

PAYOUT RATIO 

REqUIED DT'J1DC.E YIELD ADSUSID FOR ISSUANCE COSTS 
ReQW1Z.S DIVIDED BY (?-ISSUANCE COSTS) + C R O E 4  RATE 
8.5$/:1-.36; + 6 . 5 %  

13.258 

TOTAL EQU:IY x RPQUIRED Era 
(corm C) x (COZvrnr D) 
$96.00 x i 3 . 2 5 a  

$;2.52 w.. 
1 - G R O L 3  E Q U I R P D / X E Q U I R E D  ROE 
1 - (.0&5/.?335) 

66.38 
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0 :  COWNSHhRES 

€I: DIVIDENDS PER 
SHARE 

I: DIVIDEND YIELD 

J: s w  PRICE 

K: PRICE CHANCE 
m 

0 L: TOTAL RE" 

EARNINGS X PhYOUT R & I I O / S W S  OF CMMolo STOCK 
(COLTJYJ E) X (CO- F ) / C O m  0 )  
$12.82 X 56.34/10 .KILLION SIlAIcEs 

SO. 85 

$lO,OO 

CHANCE 2 4  S W  PRZCE ( C D L ' a  J) 
(S10.45-SlO)/$lO 

6 . 3 0  

DIVIDEND 'I-= + SHARE PRICE APPRRECUTION 
(COIlRcI  i) + ( C O W  K) 
8 . 5 0 t  + 4 , 5 4  

13. O? 



Iowa-Ill inois Gas and Electric Comoan, 

IOWA-ILLINOIS GAS AND ELECTRIC MKPM 
COUHOH STOCX ISSUANCE COSTS 

SHARES 
YLAR ISSUED 

1972 511,713 
1973 550,000 
1975 1,000,000 
1971 750,000 
1978 750,000 
1980 1,000,000 

?orals 

Average Issuance Cosc 

SVBSCRIPTION 
PRICE UNn~mS~ING 

$ 9.36&,3&8 5122,669 
8 ~ 868.750 412.005 
18,000,000 830,000 

26,21B,75Q LBO,  000 
J3 .?50,000 6b0,OOO 

i6.soo.ooa LBO, 000 

$86 ~ 701 ~ ~ ( r a  

0- 
ISSUAHCE 
m S %  

$187,251 
E 8 , 9 7 1  

115, 592L 
87, O L L  
87,043’ 
67.782 

TOTAL 
ISSUASCS 
EXPENSES 

$ 309,900 
500,976 
9&5,5?2 
567 I Q U  
563,063 
707,793 

$3 , ,598 ,338  

4.15% 

Note: 
llsswnc+ c o s t s  for eha 1977 and 1978 common stock Lsnrea vert 
reported together in 1978. 
and on* half assigned t o  1978. 

For =.ls purpose om-half assigned to 2977 

Source: IYG 
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IOWA UTILITIES BOARD rERRY E. B R A N S A C  CCV6RNtol 
OSPARTMENTOF COMMERCE 

iOUA-ILLINOIS GAS AND ELECTRIC COMPANY 

Docket No. RPU-93-4 

‘ORDER APPROVlNG SETTLEMENTS” 

Issued February 25,  1994 

p a r t i e s  Served: 

Brent E .  Gale 
Vice President-General Counsel 
Iowa-I l l inois  Gas & Elec t r ic  t o .  
206 East Second S t r e e t  
P.3. Box 4350 
Dzvenport, IA 52808 

Kathleen !I. Gibson 
Senior Attorney 
Deem h Company 
John  Deere Road .. 
Moline, IL 61265 a 
Gary M. Lane, Attorney 
Wehr, Berger, Lane & Stevens 
900 Kahl Building 
Davenport, I A  52801 

Robert H .  Gall agher, Attorney 
We7 1 s, Gal 1 agner, Roeder h Mil 1 age 
1989 Spruce H i l l s  Drive 
Bet tendwf ,  IA 52722 

Todd Elverson, Attorney 
Eichorn, Elverson & Vasey 
100 Court Avenue, Sui te  405 
Des Moines, I A  50309 

James M. Peters  
S imons ,  Per r ine ,  Albright & 

E l  1 wood 
115 Thi rd  Street ,  SE, S u i t e  1200 
Cedar Rapids, I A  52401-1266 

James R. Maret 
Consumer Advocate 
Department of J u s t i c e  
Consumer Advocate Divis ion 
Lucas S ta t e  Office Building 
Des Moines, I A  50319 

CEilTIFICATE OF SERVICE 

The undersign& h e r e 9  certifies tPa: 

!he foregoing dcwnent  has been se?eC 

!>IS day upcn LII 3 2 k c s  of recard in this 

Yroceeding bj m t I t ~ &  f i s t  C I E S S  mail, 

:o each such paw a copy thereof, in 

!iroperly addressed envelcpe with charges 

prepaid. 

I ---- - 
FEa’  2 8 1994 LUCAS STATEOmCE BUILDING I DE5 MOINES. IOWA 5031 9 
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STATE OF IOWA 

DE?ARTMENT OF CCMMERCE 

UTILITIES BOARD 

I 

CRDER APPROVING SETLEHENTS 

(:sued February 25. 1994) 

Thii proceeding was 1ni t :a ted  on May 3. 1993. by Iowa-Illinois Gas and 

Electric Company (Iswa+lliincis) filing w i t h  t.ie Util i t ies 3oard (Eoardl a 

request fo r  a ?ernanent annual reventie increase i n  i t s  Iowa jurisdictional 

electric rates of approximately 514.65 n i l l i o n ,  or 8.1 percent, over 

current rates. Iowa-Ill inois requested Temporary rates o f  approximately 

$11.85 million. On Juiy 26. 1993. pursuant t o  Board authority, Iowa- 

Illinois implemented a temporary rate increase o f  approximately $6.8 

m i  1 1 ion,  

Two prcposed pa r t i a l  setzlernents have been filed w i t h  the Board i n  

t h i s  proceeding. Taken together, the two partial settlemencs would resolve 

all  outstanding issues i n  Iowa-Illinois' pending electric rate case. 

identified as Docket No. RPU-93.4.  The first partial sattlement, filed 

August 4 ,  1993, dealt w i t h  Iowa-Illinois' revenue requlrement and would 

resolve all  issues except rate design and the f:nal allocation of the 

revenue requirement among customer classes. The settlement proposed a 

revenue increase o f  approximately f6 .8  mill ion, which corres?onded t o  the 

temporary increase implemented by Iowa-Illinois. The Board. on August 6 ,  

1993. held t h e  procedural schedule established i n  Docket No. RPU.93.4 i n  



Docket No. RPU-2Z.A 
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abeyance except fcr  rat? design and a l l o c a t i o n  issues pending a hearing on 

the propossd par-ia’ sett?ement. 

The second parti a1 sertl ement , f i  1 ed August 10. 1993, waul d resolve 

all rate allocation and r a t e  design issues. The f i r s t  partial settlement 

i s  unanimous; :he second partfa1 settlement has been agreed t o  by all 

parties excspt the Consumer Acvocate Division o f  the Department o f  Justice 

(Consumer Advocate). Consumer Advocate chose t o  contest the settlement and 

filed testimony regarding tke allocation and rate design issues, 

addition t o  Iowa-Ill inois and Consumer Advocate, parties t o  thls proceeding 

are Deere 2 Company. Sivyer Steel Corporation. Iowa Industrial Intervenors. 

Aluminum Company 07 America (ALCOA). and North Star Steel Iowa: 

In 

Pursuant t o  IOWA ACMIN. CCCE 199-7.2(11)“c“ and “ d ”  (19941, parties 

opposed t o  a setclement are ailowed 30 days from the date o f  fi l ing o f  a 

proposed settlement t o  f i le  ccrments contesting a l l  or part of a 

settlement. Parties i n  favor of a proposed settlement then have 15 days t o  

f i l e  reply commenxs. The rules provide t h a t  failure t o  f i l e  comments 

constitutes a waiver o f  any ObJections the par ty  falling t u  f i l e  may have 

t o  the proposed setzlement. 

NO comments were received i n  opposit ion t o  the revenue requirement 

settlement. although Iowa Industrial Intervenors and ALCOA claimed their 

agreement t o  the revenue requirement settlement was conditioned upon Board 

approval of the rate design settlement. Comments in opposition t o  the rate 

design settlement were received f rom Consumer Advocate. Iowa.111 inois and 

the various intervenors filed comments i n  support o f  this settlement. A 

hearing on both proposed settlements was held beginning November 30, 1993. 
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The parties 'lad an opportunity t3 f i l e  Dost-hearing briefs. On 

December 21. 1993, the Board granted a motion f o r  leave t o  amend Attachent 

A of the rate design settlement t o  correct two minor errors which weye 

explained a t  the  hearing. 

REVENUE REQUIREFaYT SmLMEKT 

The revenue requirement, sett i  emenr: sets a t o t a l  Iowa jurisdictional 

electric revenue requirement of $205,185,289. an  increase o f  56,839,494, or 

approximately 4 percent. 'rihile the settlement was not  in i t ia l ly  executed 

by a l l  parties. all parties t o  this  proceeding have now agreed t3 the 

set t i  ement . 

The proposed settlement utilizes an 11.25 percent cost of equity. The 

overall rate o f  retwn us21 t o  calculate the annual revenue requirement i s  

9.33003 percent. ;he tes t  period Gsed t o  determine rates i s  calendar year 

1992. as adjusted. 

The hearing on the proposed settlement produced testimony which 

indicated the parties thcroughly examined the issues and worked t o  reach a 

comproinise settlement. While the Board may n o t  have reached the sane 

decision on individual issiles as reflected I n  the settlement, the overall 

terms o f  the settlement are reasonable and generally consistent w i t h  recent 

Board decisions. 

After reviewing the ccmplete record i n  this proceeding, pursuant t o  

IWA ADMIN. CODE 199-7.2(!1) (1994), the Board finds the terms o f  the 

parties' August 4. 1993, settlement to be reasonable and will approve i t .  

There are no aspects of the settlement agreement which are inconsistent 

w i t h  Iowa law or the rules of the Board and the terms o f  the settlement are 
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reasonable and i n  the p u b l l c  interest. The August 4 settlement i s  

incorporated i n t o  this or& by refer%.. 

RATE DESIGN AND ALLOCATION SETTLEMENT 

The August 1 0 ,  1993, settlement resolves all rate design issues and 

the final allocatjon 3 f  :he revenue requirement among customer classes. 

A1 1 parties except Consumer Advocat? agreed t o  tne second setri  emert , 

Extensive comments wera filed regarding this proposed settlement. 

Consumer Advocate Filed festinrcny i n  support o f  a n  alternative rate design. 

Consumer Advocat? also pr:pos.ei certain adjustments t o  the rate design 

settlement, Several witnesses a t  hearing testified regarding rate design 

and f i n a l  allocation. The comments arid testimony were helpful i n  

i l l u m i n a t i n g  the differences between tne rate design settlement and 

Consumer Advocate's alternatives and framing a record f o r  determining the 

reasonableness of the proposed seItle!nent. 

The class cost-of-service s u d y  contained i n  the rate design 

settlement xtllizes the averase and excess method. The average and excess 

method allocatlons recognize t h a t  electric u t i l i t y  systems are required t o  

serve both peak and off.peak demands. Fixed production costs are generally 

classified as aemand costs and allocated based on a combination of average 
maximum customer class demands. and variable production costs are generally 

classified as energy costs and allocated by overall customer class usage. 

Consumer Advocate. in opposing the settlement, advocated a different 

approach to  the class cost-of-service study. Consumer Advocate classified 

b o t h  fixed and variable productron costs i n t o  'average demand" and "excess 

demand" components. "Average demand' production costs are a1 located by 

MidAmerican Exhibit 8. I 
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demands rather t h a n  Iowa ?eak and average demands for deriving :he 

al locatm used i n  the averase and excess method. However, tne use o f  Iowa 

load  research d a t a  ratner t h a n  t o t a l  system d a t a  ensures consistency by 

matching Iowa revenues and expenses w i t h  the basis for causation o f  those 

revenues and expenses. t h a t  is. Iowa load ,  

Consumer Advocate advocated us:ng the 12 sonthly coincident peaks 

rather t h a n  a s;ngie annual coincfcent peak w i t h  the average and excess 

method. Iowa ut i l i t ies  ger;erally use an unadjusted t e s t  year single 

coincident peak t o  develop average and excess demand. Use of Ccnsumer 

Advocate's method would fundamentally change the general use o f  the average 

and excess method. 

Consumer Advocate also proposed adjustments t o  the settlement for 

allocation of certain rate base items, allocation o f  non-fuel production 

and transmission operating Ixpenses. allocation of administrative and 

general expenses, and EPRI dues. Cmsumer Advocate does not adequately 

support i t s  prcposal for a1 locating all non-fuel production operating costs 

and transmission operatlng costs~based on class energy usage. The only 

specific reference cited was f o r  t h e  energy-based allocation of  expense 

accounts 502, 505. 512. and 514. 

expense and rate base allocation adjustments would make only minor 

differences in the settlement's f1r;al revenue changes. 

(Tr. 534). These and the other proposed 

In reviewing a proposed settlement. the Board must determine whether 

the settlement. whether contested or uncontested, i s  reasonable i n  l . i g h t  o f  

the whole record, conslstent w i t h  law. and i n  the public interest. 

AOMIN. COCE 199-7.2(11) (1994). The Board must look a t  the entire 

IOWA 
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overal! cusicmer c:ass usage, and "excess demand" production costs are 
allocated by peak ustsmer ciass demand. 

The method espoused by Csnsumer Advocate generally assigns base1 oad 
and production costs to :he "average demand" portion and assigns other 
plant ana costs to :he "excess denand" portion. The Board believes. 
however, this method has a basic cxeptual flaw. 

baseload and peaking capacity are based on minimization of total costs 
rather than ninimiration o f  energy or capital costs alone. 

builds its nix of senerating plants to serve total s y s t m  load. Individual 

generating units are not bull; to serve a particular load. i , e . ,  "average" 

or 'excess" load,  as assumed by Consmer Advocate's method. 

Consumer Advocate's method 3150 appears t o  be somewhat subjective, 

Economic choices between 

A utility 

it 

requires numercus adjustments ard is difficult to rep1 icate. 
Consumer Advocate's method i s  extremely sensitive t o  the type and timing of 

generating plant additions. This sensitivity is less likely to produce 

stable results over time. While no such adjustments based on replacement 
cost were made by Consumer.Advccate in this case, future us2 of this method 

would be susceptible to such adjustnents. 
S A - 2 ) .  Consumer Advocate's reliance on 'replacement" costs for plant 

addition adjustment5 is contrary t3 the Board's preference for us? of 
embedded costs for purposes of detwnining revenue requi rements among 
customer classes. ICWA ACMIN. CODE 199-20.10(2) (19941 I 

In addition. 

(Tr. 310.11; 510: Ex, 101, Sch. 

As an alternative t o  I t s  approach to the class cost-of-service study. 
Consumer Advocate proposed several adjustments to the second settlement. 

One such adjustment was to use Iowa-Illinois' system peak and average 
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settlement. A settlement in i t s  entjrEty may be reasonable even though the 

Board may n o t  have reached the same dec’sion on individual issues as 

reflected i n  the settlement. 

The Board believes consistmy i n  cost al locat ion and rate design 

methodology i s  fmpcrtant in promoting stable rates. The average and excess 

method used i n  the proposed second settlement has been approved by the 

Board I n  several recznt cases. &g Jnterstate Power Comany.  Docket NO. 

RPU.92-10 (May 26. 1993): I o w a  Electrlc Licht and Power Comoanv. Docket No. 

RFU.91-9 (Ju ly  31,  1992): and Iowa Dower and Lloht Comoanv , Docket No. RPU- 

88-10 (June I ,  19€!9). Consumer Acvocate’s ipproach t o  allocating c a t s  i s  

conceptually flawed and i s  extremely sensitive t o  the  type and timing of 

generating plant additicns. The aoard notes Consumer Advocate’s method has 

not been adopted by any other state commission. 

The settlement also advances the principle, which the Board embraces, 

of cost-based rates. C s t - b a s e d  rates promote earnings s tabi l i ty  f o r  the 

ut i l i ty  and provide a more rsiiabie basis for determining future levels of 

energy costs for the customers. Cos:-based rates promote energy efficiency 

by sending customers accurate price signals and place Iowa u t i l i t i e s  i n  a 

better pos i t ion  t o  deal with inevitable market changes, Equity 

considerations warrant t h a t  each customer pay approximately what i t  costs 

the u t i l i ty  t o  serve t h a t  customer, However, progress toward the goal of 

cost-based rates may have t o  be tempered t o  avoid unreasonable rate shock. 

The settlement moves toward cost-based rates, b u t  avoids unreasonable rate 

shock. While rates for some customer classes will decrease and rates for 
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other classes will increase. a i l  custmers received notice o f  the potential 

for increased rates as 3 result 0.f this proceeding. 

As an alternative t o  i t s  approach t o  allocatfng costs, Consumer 

Advocate argued certain adjustnents should be made t o  the second 

settlement. Some of Consmer Advocate's adjustments are not adequately 

supported I n  the record. and ochers do not make a material difference i n  

t h e  settlement's Tina1 reve'nue changes. 

. ;While i n  isolat 'on some of Cmumer Advocate's:pro?osa!s may be 

reasonable, Consumer Advocate's arguments do not show the second settlement 

t o  be unreasonable. The jecocc settlment uses a cost allocation method 

previously approved by the aoard i n  a rnanner generally consistent w i t h  

prior Board decisions. Merely because individual issues may not  be decided 

the same way by the Board does not wari the  overall settlement on ra.te 

design and 'allocation issues is unroasonable. The record thus made does 

not  persuade the Board t h a t  tke ? r o p e d  settlement i s  unre&onable or 

contrary t o  law or rule. 

. .  . .  

; 

After reviewing the comprete r m r d  I n  this proceeding, pursuant t o  
IOWA A D M I N . A O D E  199-7.2(11) C1994). t he  Board finds the terms o f  the 

August. 10 .: 1993, settlement ;. .as amended on Oecember 21, 1993, t o  be 

reasonable and will approve i t ,  There are no aspects of the settlement 

agreement which are inconsistent w l t h  Iowa law or the rules o f  the Board 

and the terms o f  the settlement agreement are in the public h t e r e s t ,  

I .' 

I 
I 
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FIHDINGS OF FACT 

1. The August 4.  1003. a d  August 10. 1993 (as amended on 

December 21, 1493). proposed settlements are reasonable in light of the 

compl ete record in t h i  s praceedi ng . 
2;  The August 4., 1993.,:.and August 30,"1993 (as amended on 

December 21, 1992). proposed settlements are consistent w i t h  i a w .  

3 ,  The August 4, 1993. and Aug~st 10. 1993 (as amended on 

Decomber 21, 19931, propcsea settlements are  in 'the pub1ic:lnterest. 

CONCLUSIONS OF LAM 

1. The Uti l i t ies  Board has Jurisdiction over the parties and subject 

matter of this proceeding, pursuant t o  IOWA COOE §§ 476.1 and 476.6 (19931, 

2 .  Pursuant t o  IOWA ADMIN. CODE 199-7.2(11) (1994). this order 

3, 

. r .  

c 9, L ,  , 

constitutes the final decision of the Utilities Board i n  Docket No. 

RPU -93 -4. ' 
- 
I ' .  

ORDERING CLAUSES 
1. The proposed tarif:s filed by Iowa-!llinois Gas and Electric 

Company on May 3. 1993, identified as .TF-93-155 and TF.93.156, and made 

subject t o  investigation as p a r t  of this. proceeding, are declared t o  be 
unjusf.,:unreasonable. and unlawful, . .  

2 .  The motions t o  approve the settlement agreements filed on 

A u g M  4,  1993. and August 10. 1993 (as amended on December 21. 19931, ' are 

granted. 
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3. On or before 45 aays from the date o f  this order. Iowa-Il!inois 
Gas and Eiectric Company shall  f i l e  tariffs for the Board’s consideration 

t o  implement the terms o f  the  settlement agreement. 

4. Hotlons and objections not previously granted or sustained are 
denied or overruled. 

UTILITIES BOARD 

ATiEST: 

Oated a t  Des Moines, Iowa, this 25th day of Febhary. 1994. 
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implemented, temporary rates designed to produce an increase in 

electric revenues of $6,839,494, in anticipation of the approval 

of this Settlement Asrcement. The increase in electric revenues 

was allocated as a uniforn percentage increase per class of 

customer, pending apgroval by tse IUB of a final allocation of 

the agreed-upon revenue reqcirement among customer classes and 

other rate design issues. 

By orders of various dates, the IUB authorized the 

intervention in this Docket of Deere 6 Company, Iowa Industrial 

Intervenors (Oscar Mayer Foods Corporation and Ralston Purina 

CompanyIl Aluminum Company of Amezica, and Sivyer Steel 

Corporation. North Star Steel Iowa has filed a petition to 

intervene but an order has no= yet been issued in response to its 

petition. 

ARTICLE 1: 

Purnose 

This Settlement Agreement has been prepared and executed by 

the signatories hereto for the purpose of resolving a l l  revenue 

requirement issues. 

requirement among customer classes and other rate design issues 

remain unresolved at the time of the execution of this 

Settlement Agreement. 

only to this Docket and establishes the f i n a l  revenue requirement 

i n  this proceeding. 

The allocation of the agreed-upon revenue 

This Settlement Agreement is applicablo 

In consideration of the mutual agreements hereinafter set 

2 
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AR?ICLZ 111 

J o i n t  Hocion 

Upon execution of this Setclement Agreement, the signatories 

shal l  file the eame with the I W ,  together with  a joint motion 

requesting that t h e  I w  issue az order approving this Settlement 

Agreement in its entirety, without condition or modification. 

AaTICLZ IV 

Condition Jrecedent 

This Settlement Agraenen: shall not beccme effective unless 

and until the IUE enters an order approving the same in its 

entirety without condic,ion or modification. 

A?.TICLz v 
PriviLeae and Limitation 

This Settlement Agreement is aade pursuant to IOWA CODE 

Section 17A.10 and 199 I . A . C .  Si.2(?1). This Settlement 

Agreement shall become binding upon the signatxies upon ita 

execution: provided, however, that if this Settlement Agreement 

does not become sff~ctive in accordance with Article IV above, it 

shall be null, void and privileged. This Settlement Agreement is 

intended t o  relate only to the specific matters referred to 

herein. 

otherwise have with respect to any matter not expressly provided 

No signatory waives any claim or right which it may 

3 
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for herein. 

accepted, agreed 5r consanzed t o  any ratemaking principle, any 

method of coat of service deternination, or any method of cost  

allocation underlying the provisions of this Settlement 

Agreement or be prejudiced or bound thereby in any other current 

or future proceeding before any aqency. 

directly or indirectly refar to t h i s  Ssttlement Agreement as 

precedent in any other current o r  future proceeding before the 

IUB , 

No signatory shall be deemed to have approved, 

No signatory shall 

ARTICLE Vi 

Test ?eriod 

The justness and reasonableness of the rates in this Docket 

shall be determined on the basis of the pro-forma annual electric 

revenue requimnent for the test period consisting of the 

calendar year 1992, as adjusted. 

ARTICLE V I 1  

Rate Base 

The electric jurisdictional rate base to be used to 

calculate Iowa-Illinois' annual electric revenue requirement in 

this Docket shall be as set f o r t h  in Attachment 2. 

ARTICLE VI11 

Ravenue Requirements 

The Iowa jurisdictional electric revenue requirement shall 

4 
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be $205,185,289 as derived acd set forth in Attadbents 1 through 

6 .  This annual revenue requirement represeizs ac increase in 

annual electric revenues for Iowa-Illinois of $6,839,494,  as 

indicated i n  Attac.hment I, 

ARTICLE IX 

Rate of Return and Caoital Structure 

The capital. structure t o  be used to calcuiate Iowa-Illinois' 

annual electric revenue requirement in this Docket shall be as 

set forth i n  Attac.bent 6 .  The authorized r e t u r n  on c o m n  

equity for Iowa-Illinois' jurisdiczional electric operations for 

the purpose of this Docket shall be 11.25%. 

ARTICLE X 

Procedure Auulicablc to Unresolved Issues 

The allocation of t h e  revenue requirement agreed upon herein 

and the f ina l  design of the electric rates, issues not resolved 

by this Settlement Agreement, s h a l l  continue to be litigated on 

the schedule established by t h e  109. 

M T I C L Z  Xi 

Execution 

To facilitate and expedite execution, this Settlement 

Agreement has been executed by the signatories in multiple 

conformed mpics  which, when the original signature pages are 

consolidated into a single document, s h a l l  constitute a f u l l y -  

5 
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” 
executed document binding upon all the signatories t o  be f i l e d  

with the I D .  

6 
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Line 
No. Deoczipt ion Amount ---- ------------------- -I---------- 

Attachment I 
Page 1 of 1 

( 2 )  

Rate Base 

Rate of Ret'xn 

Allowed Retam 

Adjusted Test Year Income $ 3 5 , 7 6 0 , 5 6 6  

Additional Income Requized $4,055,136 

Income Tax Effect $2,104,350 

Revenue Deficiency/(Excess) $6,839,494 

Adjusted Test  Year Revenue $190,345,794 

Revenue Requirement $ 2 0 5 , 1 8 5 , 2 8 9  

* Not a l l  numbers may compute due t o  computer rounding. 

---_-__-- 

-------__-- 
-----------_-_ 

a 



A t t . r h . o n t  2 
P.gc 1 of 1 

1 

2 
3 
4 
5 
b 
1 
8 
V 
10 
11 
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1 Q. 
2 A. 

3 

4 

5 Q. 
6 A. 

7 

8 

9 

10 

11 Q. 

12 A. 

13 

14 

15 

16 Q. 

17 

18 A. 

19 

20 

21 Q. 

22 A. 

STA?E OF IOWA 

IOWA UTILITZES BOARD 

Docket No. RPU-93- 4 
Direct Testimony of Charles A. Benore 

Please state your name, title, address and occupation. 

Hy name is Charlee A. Benore, senior vice president, 

PaineWebber, Inc., 1285 Avenue of the American, New York, 

New York 10019. 

What are your present responsibilities at PaineWebber? 

I am responsible €or providing utility investment advice to 

the firm’s clients who are institutional and individual 

investors. A g  a part of those responsibilities, I am in 

continuing contact with investors i n  utility common atocks, 

and am aware of their attitudes about utility investments. 

Please describe your educational background. 

I am a graduate of Ohio University with a bachelor of 

science degree in finance, and of The Ohio State University 

with a master of arts degree in economics. 

Phi Kappa Phi and Beta Gama Sigma honorary societies. 

Eave you prepared an exhibit that contains information 

referred to in your testimony? 

Y e s .  Exhibit No. __ (CAB-l), entitled “Exhibit of Charles 
A. Benore,” consists of 22 Schedules prepared under my 

direction and supervision. 

Please summarize your professional experience. 

I have presented testimony betore twenty-seven state Public 

I was elected to 
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1 

2 Q. 
3 

4 A. 

5 

6 

7 
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9 

- 

10 Q. 

11 

12 A .  

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

2 4  

25  

26  

,.-I 

,- 

19 * 

Please state the result3 of your annual DCF test t o  

determine the cost of Iowa-Illinois' cost of common stock. 

The cost of common szock f o r  Iowa-Illinois, after 

eliminating the three lowest values among the comparable 

companies to reflect the Company's higher risk, is 9 . 8 %  

before issuance costs. Supporting data is shown on Schedule 

2 0 .  

LSSUANCP COSTS 

Why is it necessary t3 adjust the allowed return on common 

stock equity for issuance costs? 

Issuance costs are a necessary adjustnent if investors are 

to earn the return found fair by the Board. 

necessary adjustment even if new common stock IS not sold. 

The reason is that we are not dealing with an expense 

in the ratemaking sense, but a permanent capital shortfall, 

or deduction, in earning assets caused by issuance coats. 

Because o f  the reduction in capital invested due to issuance 

C O S t S r  regulatory earning assets are less than investor 

invested assets. 

of regulatory earning assets, therefore, produces a lower 

than fair return on investor invested assets. A detailed 

discussion of why the adjustment is necessary along with 

supporting data appear in Schedule 2 1 ,  

It is a 

A fair return applied to the lower l e v e l  

The formula to determine issuance costa is to divide 

the yield on a 12-month forward dividend by 1.0 lese 

39 
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1 issuance costs. Isauance costa incurrad by Iowa-Illinois 

2 averaged 4 . 0 %  as shown on Schedule 21. Therefore, the yield 

3 of each comparable company was divided by 0,96. 

4 after adjusting for  issuance costs was 25 basis points 

5 ( 0 . 2 5 % )  higher than the current yield before issuance costs 

6 as is shown on Schedule 20. 

e -  
The yield 

7 

a Q. 
9 

10 A. 

11 

12 a ”- 13 

14 

15 

16 

17 

18 

19 

20 

CONCLUSIONS 

What are the results of you: four tests to determinm the 

cost of common stock for Iowa-Illinois? 

The results of the four tests including iaeuancs costs of 

0.39 are a6 follows: 

TESTS RESULTS - 
Market Equity Risk Premium: 12.7% 

Capital Asset Pricing Model: 13.0% 

Value Line Comparable Risk DCF: 12.8% 

Annual DCF: 10.1% 

Range of A l l  Tests: 10.1% to 13.0% 

A l l  Tests: 12 * 2% 

All Teats Except Outliers: 12.84 

21 Q. What are your conclusions regarding the results of the four 

22 tests of Iowa-Illinois’ cost  o f  common stock? 

23 A.  The range of the four tests including issuance costs of 0 . 3 %  

24 is 10.1% to 13.0%, and the average of all tests is 12.2%. 
CI 

a 4 0  




